Abstract

Around 20% of Australian workers are affected by a non-compete restraint (NCR). An NCR prevents a
worker from joining a competitor of their current employer for a period after their employment is
terminated. Though ostensibly necessary to protect sensitive business information and relationships,
NCRs have recently faced an increasing level of criticism in Australia and overseas, due to their
deleterious effects on labour mobility and dynamism. This article considers whether banning NCRs,
either entirely or below an income threshold, would be likely to increase Australia’s real GDP. It
conducts this evaluation via a comparative study with the United States, where empirical evidence on
the economy-wide effects of NCRs is more plentiful. Based on that evidence, it recommends that
Australia ban NCRs below the high-income threshold set out in the Fair Work Act 2009.

| Introduction

On 23 March 2023, Australia’s Federal Assistant Minister for Competition the Hon Dr
Andrew Leigh MP cited a “growing body of evidence...that non-compete clauses hamper job
mobility and wage growth”,* and called on the Treasury to provide “advice on the competitive
impacts of non-compete clauses and any action the Australian Government should take in

response.”

Since that call to action, worker non-compete restraints (NCRs) have faced increasing levels
of criticism in Australia. In August 2023, the Australian Government announced that NCRs
would be a key policy topic for the Treasury’s Competition Review.® In March 2024, the
House of Representatives Standing Committee on Economics recommended that the
Treasury “consider the appropriateness of constraints and bans on non-compete clauses”*

On 26 April 2024, Treasurer the Hon Dr Jim Chalmers MP expressed a ‘really strong interest
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in dealing with non-competes, as they have gotten out of control”.®> As of May 2024, the
Competition Review is currently accepting submissions on whether Australia’s current NCR
laws are fit for purpose.® But what are NCRs, and why are they suddenly the subject of such

intense scrutiny?

A worker NCR is a contractual promise from an employee to their employer, or from an
independent contractor to their principal,’ that for an agreed period after the termination of
their contractual relationship the worker will not create or join a competing business. They
typically appear as clauses within contracts of employment and are ostensibly used to
prevent ex-employees from improperly taking confidential information, clients or employees
to a competitor. Recent evidence from the e61 institute and the Australian Bureau of
Statistics (ABS) indicates that around 1 in 5 Australian workers are subject to an NCR,® and

1in 5 employers use them.e

Australia’s investigation into NCRs follows significant movement in other common law
jurisdictions towards curtailing or outright eliminating the use of worker NCRs. Mast notably,
on 5 January 2023, the United States Federal Trade Commission (FTC) formally proposed a
Draft Rule that would ban all worker NCRs in the US.1° After an extended consultation
period, the FTC followed through on 23 April 2024 with a Final Rule banning almost all
NCRs, effective 120 days after the Final Rule’s publication in the US Federal Register.!! The

United Kingdom (UK) Government has come to a similar though less absolutist position, and
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on 12 May 2023 formally announced its intention to limit the duration of most worker NCRs

to a maximum of 3 months.?

This global policy shift follows the emergence “in the last two decades” of considerable
empirical research and natural experimental evidence, particularly from the United States, on
“how non-compete clauses affect competition in labor markets and product and service
markets”.® Unfortunately, no natural experiments on NCRs have been conducted in
Australia, forcing Australian policymakers to rely primarily on cross-jurisdictional
comparisons. This article argues that the US is our best source of evidence as to the
aggregate economic effects of NCRs, as long as appropriate adjustments are made for the
differences in US and Australian labour markets and NCR laws. On the basis of the US
evidence, it recommends a ban on NCRs below the high income threshold set by the Fair

Work Act 2009 (‘FWA').14

This article is structured as follows: Section Il explains the current law on NCRs in Australia,
identifies some potential options for reform, and establishes why real GDP is the most
appropriate criterion for assessing the likely economic effects of NCR reform. Section Il sets
out the theoretical evidence as to the effects of NCRs on three key determinants of real
GDP, namely aggregate wages, business profits, and consumer prices. Section IV argues
that there is no credible empirical evidence on the aggregate effects of NCRs in Australia,
and that the best-available source of evidence is comparative analysis with the United
States. It then reviews the empirical evidence from the US and considers its application to
Australia. Section V evaluates the options for reform, identifies the limitations of this article,

and concludes.
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I NCRS IN AUSTRALIA

A Australia’s Current Laws

NCRs are regulated by the common law restraint of trade doctrine in Australia, alongside
other post-contractual restrictions such as non-solicits and non-disclosure agreements. All
post-contractual restraints must be “reasonable”, the test for which was first articulated in its
contemporary form by Lord McNaughten in Nordenfelt v Maxim Nordenfelt Guns and

Ammunition Co Ltd (‘Nordenfelt’): 1®

“It is a sufficient justification, and indeed it is the only justification, if the restriction is
reasonable—reasonable, that is, in reference to the interests of the parties

concerned and reasonable in reference to the interests of the public...t®

The restraint must protect legitimate business interests such as confidential information and
business relationships, and cannot protect against “mere competition.”*” The onus of proving
reasonableness falls on the person seeking to enforce the restraint,'® and reasonableness is
assessed at the time of the making of the covenant,'® though reasonably foreseeable events
can be considered.?’ When a contract contains a non-solicit restriction and/or non-disclosure
restriction as well as an NCR, the court will consider whether these less invasive restraints
are sufficient on their own. However, courts recognise that these restraints are more difficult
to monitor and enforce, and therefore may be inadequate.?* NCRs are not limited to workers,

but employee NCRs face greater judicial scrutiny than NCRs within a partnership or relating
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to the sale of a business,?? and this greater scrutiny is generally also applied to independent

contractor NCRs.%3

A restraint must be reasonable as to scope of activities covered, geographical ambit, and
duration.?* However, the common law “blue pencil” rule of severability allows for an
unreasonably broad restraint to be read down to an enforceable restraint, if this can be
achieved solely by the deletion of words.?® This doctrine has led contract drafters to express
NCRs in cascading or several terms,?® such that when a more expansive restraint is found

unreasonable, a smaller restraint can still apply.

The Restraint of Trade Act 1976 (NSW) (‘ROTA’) obviates the need for this cascading
structure in NSW. ROTA s 4(1) provides that “A restraint of trade is valid to the extent to
which it is not against public policy, whether it is in severable terms or not”. As explained in
Isaac v Dargan, NSW Courts will therefore use the following process: “First, the court
determines whether the alleged breach (independently of public policy considerations) does
or will infringe the terms of the restraint properly construed. Next, the court determines

whether the restraint, so far as it applies to that breach, is contrary to public policy.”?’

However, to ensure that NCR drafters “attempt...to provide a restraint” within the “bounds of
reason”,?® rather than drafting as widely as possible in reliance on s 4(1), ROTA s 4(3)
permits the NSW Supreme Court to order that a restraint be wholly or partly invalid by
reason of “a manifest failure by a person who created or joined in creating the restraint to

attempt to make the restraint a reasonable restraint’.
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The common law doctrine is almost entirely unaffected by federal competition or labour law.
The combined effect of sections 4M and 51(2)(b) of the Competition and Consumer Act 2010
(Cth) (*CCA) is that the common law restraint of trade doctrine operates independently of
the CCA,?° and can strike down restraints that are not prohibited by CCA,* as was done in
Adamson v New South Wales Rugby League Ltd.*! The FWA makes no mention of NCRs,
and NCRs do not appear in any Modern Awards.*? Furthermore, NCRs are not “permitted
matters” in for inclusion in enterprise bargaining agreements,*® and therefore only validly

appear in individual employment contracts.

B Options for Reform

This paper compares three options for the regulation of NCRs in Australia. It assumes that
any reform would be implemented federally under the CCA or FWA, and would be

constitutionally valid.

Option 1: Blanket Ban

Australia implements an outright federal ban on all worker NCRs. The FTC has ruled in
favour of implementing such a ban across the US (though this ruling is subject to
constitutional challenge),?* though a few US states including California already have blanket

bans in place.*®

Option 2: Income-Threshold Ban

Australia bans worker NCRs below a certain income threshold, while continuing to apply the
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status quo reasonableness doctrine above that threshold. Nine US states and the District of

Columbia (DC) currently implement NCR bans below various income thresholds.*®

Option 3: Status Quo

Australia continues to regulate NCRs under its current laws, as outlined in Section II(A).

C Evaluative Criterion for Reform

This paper will evaluate each reform for its likely effect on Australia’s economic efficiency,
assessed via the metric of real GDP. Although labour productivity “is the most used indicator
for economic efficiency”®’ using labour productivity instead of GDP might fail to capture a
central function of NCRs — that they temporarily lock workers out of their industry of
specialisation. The catch arises because labour productivity measures “real GDP per hour

worked” (emphasis added).*®

Upon being restrained from working in their chosen industry, some workers might
temporarily move to less productive jobs in other industries, which would be captured as a
loss in labour productivity. However, some NCR-bound workers might temporarily exit the
workforce entirely. These workers would simply no longer factor into the productivity
equation (since their hours worked = 0). For example, an average-productivity worker
leaving the labour market for six months due to an NCR would not change labour
productivity at all. Thus, measuring by labour productivity could fail to fully capture the
potentially considerable economic inefficiencies resulting from the involuntary removal of

NCR-bound workers from the workforce.
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In contrast, real GDP captures the effects of NCRs on both labour productivity and working
hours, since by rearranging the equation for labour productivity,3® real GDP can be

expressed as follows:

Real GDP = Labour productivity * Total Hours Worked
As Section Il will explain, NCRs are most likely to impact real GDP via their effects on

worker wages, business profitability, and potentially also consumer prices.

Il THEORETICAL EVIDENCE ON THE EFFECTS OF NCRS

In order to understand the theory of how NCRs might affect economic efficiency (and
therefore real GDP), it is useful to distinguish between their direct effects on the parties to
an NCR agreement and their indirect effects on other workers, businesses, and

consumers.

A Direct Effects

Signing an NCR can have both negative and positive direct effects on a promisor worker
(who agrees to be bound by an NCR). An NCR impedes a promisor worker’s job mobility
and prevents them from leveraging the threat of departing to another firm in negotiating
wage raises, because such a threat is far less credible from a worker who cannot legally join
a rival.*° An economically rational promisor worker will not accept these costs without being
fully compensated for them, in the form of a higher starting salary, additional training, and
other benefits (collectively, an NCR premium).** An NCR will have corresponding direct
effects on a promisee business (which receives the benefit of an NCR): NCRs reduce the
risk to the business of having its sensitive information misused or business relationships

poached. Furthermore, NCRs may save labour costs for the promisee business, by limiting

39 Labour Productivity = Real GDP/Total Hours Worked: Ibid.

40 Matthew S Johnson, Kurt J Lavetti and Michael Lipsitz, 'The Labor Market Effects of Legal Restrictions on
Worker Mobility’ (Research Paper, 13 October 2021) 7-9 <https://ssrn.com/abstract=3455381> (‘Labor Market
Effects 2021 Version’).
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the promisor worker’s job mobility and future wage bargaining leverage. In exchange for

these benefits, the promisee business must pay the NCR premium.

If workers and businesses were both perfectly rational, NCR transactions (where a worker
and business agree to an NCR) would only occur when the transaction provides a direct net
benefit to both the promisor worker and the promisee business. Of course, this is an
unrealistic assumption: Workers often may not understand the consequences of an NCR or
may lack the bargaining power to refuse one,*? and may not therefore be fully compensated
for its long-term costs. In these circumstances, NCRs will result in a direct net loss to
promisor workers. On the assumption that businesses tend to behave with greater economic
rationality, have better access to legal advice, and have greater bargaining power than

workers, businesses are far less likely to enter a detrimental NCR transaction.

NCRs may lead to direct efficiency gains by resolving the “holdup problem”, arising when
firms are “reluctant to invest in developing valuable information or specialized training”
because workers can simply leave to a competitor with the information or training.*®* NCRs
provide security to the business that this won’t happen, thereby “encouragfing] employers to
make these fragile but important productivity enhancing investments”.** The same logic
applies to giving NCR-bound workers responsibility for the management of important client
relationships. These productivity gains can theoretically be split between the promisor
worker and the promisee business to their mutual benefit. Workers may also develop firm-
specific human capital with tenure (such as familiarity with the firm’s workflow and IT

systems),* such that NCRs protect intra-firm productivity gains.
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However, NCRs may cause allocative inefficiency by incentivising workers and businesses
to remain into suboptimal worker-job matches (matches).*¢ At the time of signing an NCR,
workers and business do not know for certain whether they are well-suited for each other (in
terms of maximising their joint productive output). By the time a promisor worker can
properly assess whether their match is suboptimal, the worker is directly prevented by their
NCR from going to work elsewhere. To some degree, an NCR may also disincentivise a
promisee business from looking for a better match, as the longer the business retains a
promisor worker, the more money it saves from that worker’s lack of leverage in salary

negotiations.*’

B Indirect Effects

Since NCRs lock some firms and workers together, NCRs reduce the total number of
prospective candidates and job openings in the labour market, known as “thinning” the
market.*® This is predicted to increase job searching costs,*® and to reduce the frequency of
matches for other workers and firms.*® This spillover effect reduces the allocative efficiency
of the labour market, and economic theory suggests that the cost of this inefficiency primarily
falls upon workers, in the form of lower equilibrium wages.® NCRs may also increase labour
market concentration by preventing promisor workers from starting their own rival
businesses.>? This may decrease wages, increase incumbent firm profits, and reduce overall

productivity.>®
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NCRs also have two potential countervailing indirect effects on consumer prices. Since
NCRs may inhibit entrepreneurialism by preventing promisor workers from starting their own
businesses,>* NCRs may reduce product market competition and increase consumer prices.
However, NCRs also depress worker wages, which reduces the cost of production. In
competitive product markets, some of these savings may be passed on to consumers in the

form of lower prices.

C Overall Implications

NCR reform will inherently involve a tradeoff between different forms of economic efficiency,
with potential impacts on aggregate wages, business profits, and consumer prices. In
general, allowing NCRs may increase intra-firm productive efficiency by resolving the holdup
problem and protecting firm-specific human capital. The degree to which these efficiency
gains flow to workers or consumers will depend on the degree of competition in the relevant
labour and product markets. However, prohibiting NCRs may improve allocative efficiency in
the labour market and drive competition in product markets through increased

entrepreneurialism.

IV EMPIRICAL EVIDENCE ON THE EFFECTS OF NCRS

A Necessity of Comparative Study

Given the ambiguous and countervailing theoretical effects of NCRs on aggregate wages,
profits, and consumer prices, we will require credible empirical evidence as to the likely net
effects of NCRs on these metrics. This article argues that credible evidence cannot be
derived from Australian data alone, because Australia is infertile ground for causal economic

research in relation to NCRs.
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1 Credible Sources of Empirical Evidence

In empirical research, economists aim to conduct natural experiments that credibly identify
and measure causal relationships, using controls that limit the risk of omitted variable bias
and reverse causality to the extent possible in a real-world setting.>® For example, there is a
long history of natural experiments “exploiting variation across U.S. states to get at causal
relationships in the field...of labor”,*® usually where one of two similar US States changes its
labour laws. Although States may have different pre-treatment measures of various labour
market metrics (like average wages, hours worked, etc.), they will often share underlying
trends in how these measures change over time. This allows researchers to conduct a
differences-in-differences (‘DID’) analysis,®’ assessing whether “deviations from trend relate

to changes in policy” in the treatment State.%®

Cross-sectional study, in contrast, struggles to control for ‘reverse causation or selection on
unobservables”in trying to find causal relationships.>® An example relevant to NCRs is that
businesses with more profitable trade secrets might both pay more and use NCRs more

frequently. Drawing a causal link between NCRs and wages could therefore be an example
of unobserved variable bias, since the unmeasured (and practically unmeasurable) variable

of “profitability of trade secrets” might be the underlying cause of their positive correlation.

2 Paucity of Evidence in Australia
Given the limitations on cross-sectional study, we should strongly prefer natural
experimental evidence on the economic effects of different NCR laws in Australia.

Unfortunately, the ROTA has been the only State-level deviation from an Australia-wide
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common law restraint of trade doctrine,®® and there is strong reason to believe that the
ROTA did not change the usage or legal enforceability of NCRs in NSW substantially
enough to form a reliable basis for the prediction of how an NCR ban might affect the

Australian economy.

Firstly, the NSW Law Reform Commission report recommending the implementation of the
ROTA did not indicate that the ROTA would make it substantially easier to create a legally
enforceable NCR in NSW. To the contrary, the report claimed that the reform would “extend
only marginally...what can now be achieved by detailed prolixity of expression”, referring to
the use of lengthy cascading restrictions.®* Secondly, US empirical evidence also suggests
that the ROTA had only a marginal impact on NCR enforceability. In 2023, Johnson, Lavetti,
and Lipsitz assessed the effect of US State-level changes to NCR enforceability on worker
earnings. 2 “Enforceability” was measured by seven legal indicia, including a State’s
severability doctrine for unreasonably broad NCRs.%® The study found a substantial and
statistically significant negative relationship between changes to overall NCR enforceability
and wages, and between some other individual indicia and wages. However, it found no
statistically significant relationship between legal changes to severability and worker

earnings.%

If natural experimental study is not feasible, another option may be to try to generalise
economic intuitions from caselaw. Some Australian legal commentators have suggested that
since NCRs are “notoriously difficult to enforce” in Australia,®® the common law may already

strike the right balance between business and worker interests. However, it is highly unlikely
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that caselaw is a sound basis upon which to draw conclusions about how NCRs affect the

economy.

Firstly, disputes about individual NCRs are concerned only with the marginal impact of the
NCR in question on competition in labour and product markets, not the aggregate effects of
all NCRs on competition.®® As Heydon notes, “There are few cases in which covenants valid
as between the parties have been struck down as against the public interest”,” partly
because ‘it is very difficult for most private individuals, or firms in agreements with
individuals, to diminish competition sufficiently to create a tendency towards monopoly”.®®
Courts therefore face the same issue with NCRs as competition regulators currently face
with serial acquisitions — each individual transaction appears benign, but the aggregate

impact on competition may be substantial.®®

Secondly, even if courts did typically achieve close to the utility-maximising result in NCR
judgments, an estimated 99.99% of Australian NCRs never appear on the public record: The
ABS reports that 1.3 million Australians changed jobs in the year ending February 2023, °
and e61 Institute survey data indicates that 22% of Australians who recently changed jobs
were bound by an NCR.” We should therefore expect that around 22% = 1.3 million =
286,000 job leavers in the year ended February 2023 were subject to an NCR on their
departure. Across the same period, | located only eight worker NCR judgments on Westlaw,

covering ten workers in total.”> Published caselaw therefore captures a tiny fraction of actual
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and potential worker NCR disputes in Australia. Furthermore, caselaw likely displays
significant selection bias towards highly paid, risk-taking workers who can afford legal
representation: NCR litigation is presumably more likely when the bound worker is bullish on
the restraint being unenforceable, and in most NCR cases (including the eight cases listed

above)” defendant workers are represented by privately funded solicitors and counsel.

Australian legal researchers Arup et al have significantly improved on caselaw analysis by
interviewing employment lawyers with experience acting for workers and businesses at all
stages of NCR negotiations and disputes (including initial drafting, settlements, and
litigation), thereby gaining a more complete picture of how NCRs affect firms and workers.”
However, employment lawyers can still only provide insight into the effects of NCRs on the
subset of workers who obtain legal advice. For these reasons, economic analysis of the
aggregate effects of NCRs requires a more comprehensive source of evidence than caselaw

or lawyer interviews.

3 Compatrative Study with the United States

Given the significant obstacles to obtaining credible domestic evidence on the aggregate
economic consequences of NCRs, this paper seeks to identify jurisdictions in which natural
experimental evidence is available, that are similar enough to Australia legally and
economically that we can derive useful insight into the economic effects of NCRs in
Australia. Some obvious potential candidates are high-income, economically liberal common

law jurisdictions that have historically shared key elements of Australia’s restraint of trade

73 |bid.
74 Christoper Arup et al, ‘Restraints of Trade: The Legal Practice’ (2013) 36(1) UNSW Law Journal 1.



doctrine. These include the US,” the UK,’® Singapore,’”” Hong Kong,”® New Zealand,’® and

Canada.®°

Of these jurisdictions, the US is by far the most abundant source of credible empirical
evidence on the economic effects of changing NCR enforceability. New Zealand, Singapore
and Hong Kong have not implemented any changes to their NCR laws, and the UK'’s
proposed 3-month time limit on NCRs has not yet been legislated.?! Ontario, Canada
banned most worker NCRs from October 2021,82 but no studies have been published on the
ban’s economic effects. The US, on the other hand, has had many dozens of State-level

changes to the enforceability of NCRs that are capable of DID study.®3

US evidence will therefore form the backbone of this article’s economic analysis. It will be
prudent to review the similarities and differences in the NCR laws and labour regulations of
the US and Australia, as this will clarify how any reforms might affect Australia differently to

the US.
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NCR Usage

Australia and the US share similar rates of overall NCR usage: An estimated 22% of Australian
workers who had recently left their jobs were subject to an NCR,8 compared to an estimated
18% of US labour force participants.®> However, while there is a consistent positive correlation
between income level and NCR usage in the US,%® the same is not true in Australia, where
workers making between $60,000-$160,000 are more likely to have an NCR than workers

making more than $160,000.8’

In Australia, the e61 Institute found usage was highest amongst “Managers” at 39%, and
lowest amongst “Clerical and Administrative, Labourers” at 14%.88 The ABS had similar
findings in its survey of employers, with 20.8% of employers using NCRs for at least some of
their employees.®° By sector, usage was highest at 39.6% in “financial and insurance
services”, and lowest at 12.7% in “retail trade” and 13.3% in “construction”.®® The likelihood

of usage also increased with business size.*!

The common thread between the e61 and ABS data is that while NCRs are more common
for roles where one could reasonably justify them (managers and financial workers are
highly likely to have access to sensitive business information, and to have the means to
poach clients or colleagues), they are still used to a substantial degree in all industries, even

where these justifications do not clearly hold.

These findings correspond strongly to those of Starr et al, who found that in the US,
“Noncompetes are more common for employees in technical jobs and industries and for

employees who have access to valuable, confidential information. However, noncompetes
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are relatively common in all occupations and industries and bind many employees without

access to trade secrets or client information.”?
NCR Enforceability

The relative legal enforceability of NCRs in Australia and the US is more difficult to assess. At
a high level, the laws are quite similar: Like Australia, most US States use a “reasonableness
inquiry” to determine whether an NCR is enforceable,®® and will only protect legitimate
interests including confidential information, employee and customer connections, rather than
protecting against competition itself.®* Most US States will also require the NCR to be
reasonable in activities covered, time and location.®> As in Australia,®® most US States
consider the commencement or continuation of employment to be sufficient consideration,
whereas only a few states require the explicit provision of additional compensation.®’ Finally,

most US States adopt either the blue pencil test or a rule similar to ROTA s 4(1).%8

Though a few US States are more enforcement friendly than Australia, for example, by
extending legitimate interests to “protecting the employer's investment in training”,*® a greater
number of US States are less enforcement-friendly than Australia: Four States have banned
NCRs entirely,% and nine States plus DC ban NCRs below certain income thresholds.'®!
Some States will render an entire NCR unenforceable if any part of it is unreasonable.'*> Some

require paid compensation during the post-employment restraint period.’°> Many limit NCR
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usage in certain industries, and some place a statutory limit on the permissible duration of an
NCR.1%4 In light of the above, this paper estimates that NCR enforceability is slightly higher in

Australia than in the US.

Labour Protections and Job Mobility

Broadly, Australia is considered to have much stronger worker protections than the US.1%
For the past 50 years, Australia has had a far higher purchasing power parity (“PPP”)-
adjusted real minimum wage than the US federal minimum wage.!% Though 30 US States
and the District of Columbia set wages above the US Federal minimum,°” Australia’s
minimum wage of AU$23.231% per hour, adjusted for PPP, is roughly $16.96 USD,°° slightly
higher than every US State minimum wage and roughly equal to that of DC.1° Australia also
has far higher rates of government wage-setting and collective bargaining than the US: in
May 2023, 23.2% of Australian employees had their wage set by an Award minimum, 34%
by a Collective Agreement (CA), and only 38.7% by individual arrangement.!! In
comparison, the US only had 12.1% collective bargaining coverage in 2020.1? Importantly,

Awards provide a minimum standard for “most people who work in Australia”,*** since both
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CAs and individual agreements must render employees better off overall compared to the

Award minimum.14

Economists have found that the broader the level of collective wage-setting, the “more
egalitarian the distribution of pay.”® Indeed, Australia has a substantially lower Gini
coefficient than the US, at 0.318 compared to 0.377 in 2020.'% We should therefore expect
that Australia has more equal wages across different firms than in the US. If true, then
Australian workers should have fewer opportunities to obtain a meaningful pay increase from
switching jobs,*” and ought to switch jobs less often. Consistent with this proposition, job
mobility is far higher in the US than in Australia. The US Bureau of Labour Statistics reported
that in the 2022 calendar year, 50.4% of the total labour force had been hired at a new job,
and 33.6% of the labour force had quit a job.1® In comparison, for the year ended February
2023, the ABS estimates that 21.1% of employed Australians had been hired at a new job

and just 10.6% of employed Australians had quit a job in the past year.!!®

This finding has significant implications for NCR reform. Since NCRs affect the economy by
reducing worker mobility, if Australian workers have far less reason than US workers to
move jobs irrespective of whether they are NCR-bound, NCR reform may be substantially

less consequential for Australian workers and, by extension, for businesses and consumers.
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It will therefore be necessary to first review the US evidence, and then consider how it might

apply differently in Australia.

B Empirical Evidence from the US

1 Effects on Wages and Hours Worked

US evidence clearly indicates that higher NCR enforceability reduces aggregate wages.
Johnson, Lavetti and Lipsitz found in 2023 that a federal US ban on NCRs would increase
average worker earnings by 3.2-14.2%.1%° The authors identified the causal mechanisms by
which NCRs reduce wages as being reduced returns to tenure on account of promisor
workers’ inability to leverage rival firm wage offers,?! and the reduction of job mobility for all
workers via spillover effects.??2 The study also found that the aggregate wage decrease from
NCRs was “almost entirely driven by declines in implied hourly wages”,*?® indicative of

allocative inefficiency and/or increased labour market power amongst businesses.

Effects by income level

The evidence for how an NCR ban would affect workers of different income levels is mixed.
Johnson, Lavetti and Lipsitz found that NCR enforceability had ittle to no effect on earnings
for non-college educated workers”, but had a “much stronger effect on earnings of college-
educated workers.”?* Wage increases from an NCR ban might therefore accrue primarily to
relatively wealthy workers, since college-educated workers tend to benefit from the university

wage premium.?®> However, a DID study by Lipsitz and Starr found that a ban on low-wage
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NCRs in Oregon increased the average hourly wage by 2.2-3.1%,'2% and that this was not

offset by a reduction in hours worked.?’

On balance, the latter study is likely more accurate. While Johnson, Lavetti and Lipsitz

reviewed far more legal changes to NCR enforceability, their prediction of the effects of a
complete ban was “out-of-sample” - they extrapolated the effect of a complete ban from a
collection of relatively moderate changes to enforceability.*?® In contrast, Lipsitz and Starr

directly studied the effects of an outright ban on low-wage NCRs.

Intuitively, the risk for lower-wage promisor workers of temporary unemployment from an
NCR injunction may be unacceptably high under any level of NCR enforceability short of an
outright ban. Hence, a study that primarily extrapolates from moderate changes to
enforceability is likely to understate the true mobility and wage gains for lower-income

workers from an outright ban.

However, the issue of whether NCRs reduce earnings for lower-income workers is further
complicated by “robust evidence that the employment effects of the minimum wage depend
on the legal enforceability of [NCR]s”.*?° In 2022, Johnson and Lipsitz found that when NCRs
are completely unenforceable, minimum wage increases result in statistically significant
reductions to overall employment levels,** but that the effect of minimum wage increases on

unemployment is “essentially zero in the state with highest [NCR] enforceability.™3*

Johnson and Lipsitz surmised that “rendering [NCR]s unenforceable might decrease
employment and firm formation among firms not productive enough to hire workers without

an [NCRY], reducing surplus”.**? This finding can be explained by the holdup problem — a firm
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will be more willing to invest in a low-productivity worker’s training and development if they

are guaranteed to receive a return on that investment.

Direct versus spillover wage effects

One of Johnson, Lavetti and Lipsitz’s most significant findings was that spillover effects drive
most of the net loss to worker wages from NCRs. Their paper studied the specific effects of
State-level NCR law changes on border counties,'*3 where a local economy operates across
two adjacent US States. This allowed them to compare the economic consequences of a
legal change in NCR enforceability in one State (the changing State) between workers
employed on either side of the border. The analytical benefit of this method is that any wage
reductions for workers employed in the neighbouring State (where the law has not been
changed) can only be explained by spillover effects. According to the FTC, the study found
that “legal change in one State has an effect on the earnings of workers just across that
State’s border that is 76% as great as for workers in the State in which the law was
changed”.*3* The study also found that this spillover effect attenuated with distance from the

changing State’s border.*%

This finding indicates that spillover effects cause at least 76% of the aggregate wage
reduction attributable to NCRs. However, it is unclear whether the 24% gap between the
States is evidence of net-negative direct effects (impacting only NCR-bound workers in the
changing State, hence the larger earnings effect relative to the neighbouring State). The gap
could alternatively be the result of negative spillover effects in the changing State simply

being greater than in the neighbouring State.

If the latter explanation is correct, it is possible that the aggregate direct effects of NCRs on
wages are net neutral, or even positive.'3® There is no other clear evidence on this point:

Although Starr, Prescott and Bishara found that NCRs are correlated with a 6.6% higher
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wage compared to otherwise similar jobs,'* this was a cross-sectional study. As discussed
in Section IV(A)(1), the finding is questionable due to the risk of “reverse causation or
selection on unobservables”.**® Ultimately, as Johnson, Lavetti and Lipsitz noted in the 2021
version of their paper, strict delineation between direct effects and indirect effects is
“irrelevant” for assessing overall “labour market outcomes” **° since the aggregate effect of

NCRs on wages is clearly negative.

2 Effects on Business Profits

There is qualified evidence that NCRs increase business profits. Younge and Marx
conducted a DID analysis on Michigan’s legal change in 1985 from an outright ban on NCRs
to a “reasonableness” test, and found that the change increased the share valuation of

publicly listed companies registered in Michigan by 9%,4° primarily driven by reduced labour

9%
109%

turnover. This implies that a ban on NCRs could reduce share valuation by

8.26%. If we assume that share prices accurately represent the expected present value of all

future profits, an NCR ban would reduce lifetime company profits by 8.26%.

There are several reasons why this result likely paints an exaggerated picture of the costs to
businesses from banning NCRs. Firstly, Younge and Marx note that their study “explores a
short time window, and there may be deleterious effects of noncompetes in the long-run due
to the limited circulation of talent and ideas”.**! This line of argument was most famously
advanced by Gilson, who posited that NCRs impede long-term innovation and productivity
by preventing “knowledge spillovers” between geographically proximate high-technology

firms.1#2 Secondly, Younge and Marx observed that although the 1985 legal change

137 Starr, Prescott and Bishara, ‘Noncompete Agreements in the U.S. Labor Force’ (n 43) 12.
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apparently caused share prices between Michigan and its comparison states to diverge in
the short term, they “converged again in the early 1990s”, several years after the legal
change was implemented.*® Their paper does not study this convergence further. Thirdly,
their paper only reviews the effects of an NCR ban on listed public companies. Given that
NCRs are thought to impede entrepreneurialism, the potential benefits of an NCR ban to

new business formation were not captured.

Furthermore, a recent study by Hiraiwa, Lipsitz and Starr found that public companies do not
appear to value NCRs at all for workers below a certain salary.!** The authors studied a
Washington State law implementing a $100,000 minimum income threshold, covering 79%
of workers, below which NCRs would cease to be enforceable. Washington gave advance
notice of when the law would come into effect (the effective date). The authors theorised
that if Washington businesses valued their workers having NCRs, they ought to have
increased the salary of any NCR-bound workers earning slightly under $100,000 to just
above the threshold around the effective date.*® The authors found no evidence of this,4®
and found no unusual reductions in the share price of Washington-based listed corporations

after the effective date.™*’

One potential explanation for this apparent contradiction is that Washington’s reform only
applied to relatively lower-income workers, whereas Michigan’s reform also made NCRs
enforceable against senior executives, in relation to whom NCR enforceability may be more
valuable. 1“8 Intuitively, the costs of the holdup problem and the importance of firm-specific
human capital are likely both particularly high for senior executives. Businesses benefit when

their leadership teams have a complete understanding of the firm and can be trusted with

143 Younge and Marx (n 140) 659.

144 Takuya Hiraiwa, Michael Lipsitz and Evan Starr, “Do firms value court enforceability of noncompete
agreements? A revealed preference approach” (Research Paper, 24 Feb 2023)
<https://ssrn.com/abstract=4364674>.

145 |bid 9.

146 |bid 1.

147 |bid 31.

148 |bid 31-33 & 62.



https://ssrn.com/abstract=4364674

this knowledge. Without an NCR, however, these executives can (threaten to) take this
knowledge to a competitor. Corporations are therefore forced to choose between withholding
pertinent information from executives or paying higher retention bonuses, both of which

would reduce total profits.

Hiraiwa, Lipsitz and Starr point out that if NCR enforceability doesn’t affect firm value at the
US$100,000 threshold, then it isn’t immediately clear why firms use NCRs on workers below
this threshold.*® The authors provide several potential theories: Firstly, NCRs may reduce
turnover even when unenforceable, since workers may not understand that an NCR isn’t
binding and, in effect, restrain themselves.*® Secondly, “firms may not realize that court
enforceability of low-wage [NCR]s gives them value” and investors may therefore fail to
accurately price NCRs in.*®! Thirdly, improved labour market efficiency from an NCR ban
may make hiring new workers faster and cheaper,!®? offsetting the firm’s increased turnover

at lower income levels.

Overall, the evidence regarding business profits is conflicting. Taking the results of both the
Michigan and Washington studies at face value, it appears that NCRs have near-zero value
to businesses until workers reach some income or seniority threshold, after which their value
rises rapidly. Furthermore, there is some evidence that a blanket NCR ban would increase
entrepreneurialism and the sharing of efficient practices via “knowledge spillovers”, > which

may best encourage long-term business profitability.

3 Effects on Consumer Prices
The economic literature on the effects of NCR on consumer prices is sparse, and the
evidence is mixed. One US study found that an NCR ban reduced concentration (measured

by the Herfindahl-Hirschman Index) in the physician industry, leading to greater competition
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and lower consumer prices.'® Similarly, several studies have shown that reducing NCR
enforceability increases entrepreneurialism, which should drive product market
competition.’>> However, another US study found that an inter-firm agreement not to enforce
NCRs in the financial services industry resulted in clients following their brokers to higher-
paying (and higher-charging) firms.1*® The study found that clients experienced both higher
consumer prices and higher levels of broker misconduct.?®” In light of these countervailing

effects, more evidence is needed to credibly identify the effect of NCRs on consumer prices.

4 Overall US findings

In summary, the US evidence strongly suggests that reducing NCR enforceability (most
obviously by banning NCRs) would increase worker wages in the aggregate. However,
banning NCRs may also reduce firm profits, via the same mechanism of increasing overall
job mobility. The evidence in relation to consumer prices is too sparse to draw economy-

wide conclusions with any certainty.

Notably, however, multiple US studies have found that NCR bans did not significantly
change hours worked,*® so the effects of an NCR reform on real GDP and labour

productivity are likely to be very strongly correlated.

C Applying the US Evidence to Australia

Given the substantial differences between the labour markets and existing NCR laws of
Australia and the US, it is likely that the economic effects of NCRs differ in each economy in

some key respects.
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Smaller Overall Effects on Wages and Profits

As discussed in Section IV(A)(3), fewer Australian workers than US workers are likely to take
advantage of, or benefit from, the reduced impediments to job-switching provided by an NCR
ban. Notwithstanding Australia’s marginally higher NCR usage and enforceability levels, an
Australian reform should therefore boost wages by a substantially smaller degree than the
estimated 3.2%-14.2% wage increase in the US.'*° For the same reasons, the lost business
profits from a blanket ban in Australia should be far smaller than 8.26%,%° since the
mechanism identified behind that reduction is increased worker turnover. However, the

precise magnitudes of these effects in Australia are difficult to estimate.

Higher Risk of Low-Wage Unemployment Effects

Given Australia’s relatively high minimum wage, the finding that NCRs offset the
unemployment effects of raising the minimum wage warrants further investigation. This
finding may explain why, contrary to the traditional assumption that NCRs are only used
against managers and skilled professionals, almost 20% of Australian workers making less
than $60,000 are bound by NCRs.*®! However, the FWA provides for several alternative
means of encouraging business to hire and train up low-productivity workers, including junior
employee rates and training arrangement rates.%2 In addition, since job mobility is far lower
in Australia than in the US, Australian firms may be more willing to make investments in the
upskilling of workers who are not immediately productive upon being hired, since even in the

absence of an NCR, they face a far lower risk of that worker leaving after being trained.

Greater Potential Benefits from Increased Entrepreneurialism

There is reason to believe that Australian consumers would benefit more from a boost to

entrepreneurialism from NCR reform than US consumers. Most Australian industries are

159 Johnson, Lavetti and Lipsitz, ‘Labor Market Effects 2023 Version’ (n 62) 3.
160 As calculated in Section IV(B)(2): Younge and Marx (n 140).
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more concentrated than US equivalents,'® and both markups and market power have
steadily increased in Australia for more than a decade.®* Furthermore, high markups
indicate that incumbent firms are already not passing on the full wage savings from NCRs,
and that incumbent firms could afford to reduce prices and increase wages if subject to

sufficient competitive pressure.

V PROPOSED REFORMS AND CONCLUSION

A Evaluation of Options for Reform

Blanket Ban

There is substantial uncertainty as to whether a blanket ban would increase real GDP in
Australia due to the trade-off between wages and business profits. We can estimate whether
this trade-off would increase nominal GDP by identifying the labour-business income split in
Australia, and assessing whether the estimated percentage wage gains from a ban outweigh
the estimated percentage profit losses. According to May 2023 ABS data, employee
compensation constitutes 50.27% of total factor income, and private business profits
(excluding public sector surplus and dwellings income) constitute 31.07%.%° Thus, if the
percentage profit reduction from a ban is more than 1.6 times higher than the percentage

wage gain,®® nominal GDP will decrease.

Unfortunately, the US data is inconclusive on this point. A conservative interpretation of the

US evidence is that an NCR ban would increase wages by 3.2%,'%” and reduce business
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profits by approximately 8.26%.1%8 This gives a ratio of 2.58% profit reduction for every 1%
wage gain. If that ratio held in Australia, then a ban would reduce nominal GDP. In contrast,
using the more neutral 8.7% midpoint wage gain estimate from Johnson, Lavetti and Lipsitz
gives a ratio of 0.95% lost profits for every 1% wage gain,'®® which is a clear boost in
nominal GDP. On the balance of probabilities, it is likely that a blanket ban would increase
nominal GDP: As discussed in Section IV(B)(2), an 8.26% reduction in profits is likely an
overstatement of the long-term costs to business profits from an NCR ban. It is likely that this
would also increase real GDP: As discussed in Section IV(C), Australia’s more concentrated
product markets make a net consumer price reduction from an NCR ban more likely than in

the US.

Nonetheless, there remain considerable uncertainties surrounding a full NCR ban. As Lavetti
observed during a 2020 FTC panel on NCRs, to the agreement of other experts,'’®
economists are “[s]till far from reaching a scientific standard for concluding [NCRs] are bad
for overall welfare”.** Although a wealth of research has been published since Lavetti's
comments, there are still major gaps in the literature as to the effects of a ban on consumer

prices and aggregate long-term business profits.

Income-Threshold Ban
An income-threshold ban offers far greater certainty of a real GDP gain than a full ban, in
light of US evidence that a 79" percentile income-threshold ban has no impact on firm

valuation.}’2 While the overall allocative efficiency gains may be somewhat reduced, the
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wage gains come at a lower risk to business profits, and are more likely to be concentrated

amongst low and middle-income workers.

An income-threshold ban would also protect the class of workers most vulnerable to
inefficient NCRs transactions, since lower income workers are generally more likely than
wealthy workers to have limited bargaining power, short-term liquidity constraints, and
limited access to legal advice and representation, all of which impede the ability of workers
to avoid unduly restrictive NCRs. Although there is some possible risk of low-wage
unemployment rising under an income-threshold ban,'”3 this risk may be mitigated by the
alternative measures available under the FWA to businesses hoping to train up low-

productivity workers.}"*

An income threshold may somewhat reduce the likelihood and magnitude of consumer price
reductions compared to a blanket ban, as many high-income NCR-bound workers would
remain unable to start their own competing businesses. On the other hand, an income
threshold reduces the chance that business executives with access to sensitive information
or relationships might extract supra-competitive retention packages from their firms, with

these additional labour costs passed on to consumers in the form of higher prices.

Status Quo
Given that an income-threshold ban appears likely to increase real GDP, maintaining the

status quo appears on the balance of probabilities to be an inferior option.

B Recommended Reforms

This paper therefore recommends that Australia implement an income-threshold ban on

NCRs. Though a blanket ban potentially offers higher allocative efficiency gains in the labour
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market, its aggregate economic consequences (after factoring in the holdup effect) are

highly uncertain and could possibly involve a net real GDP loss.

This paper recommends using the existing FWA high income threshold (currently
$167,500)'"° as the relevant cutoff, as this threshold has clear practical benefits. Firstly, the
threshold is well understood by Australian employment lawyers, who are most likely to
advise workers in restraint of trade matters.’® Secondly, workers above the threshold are
already denied protection against unfair dismissal under the FWA,'’” and therefore already
have a stronger incentive than the most employees to seek legal advice on their worker

contracts.

This threshold carries some uncertainty on account of being higher (in terms of both
monetary value and income percentile) than the US$100,000 income-threshold ban in
Washington State studied by Hiraiwa, Lipsitz and Starr: When implemented on 1 January
2020, the Washington threshold was approximately equivalent to AU$142,503*"8 and
extended to the 79" income percentile.*’® In comparison, Australia’s 2020 high income
threshold was AU$148,700% and fell within the 92" income percentile.*®! As discussed in
Section IV(B)(2), setting the income threshold above Washington levels increases the risk of
reduced business profits from an income-threshold ban, as it could reintroduce the holdup
problem amongst more senior executives. However, the FWA high-income threshold is only

marginally above the Washington ban in terms of raw monetary value, and may still fall
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below the income threshold (if one exists) above which banning NCRs reduces profits more

than it increases wages.

C Limitations and Conclusion

This paper has three key limitations: First, this paper does not examine several potentially
complementary reforms that could reduce the likelihood of economically inefficient NCRs
applying to workers above the income threshold. One example is mandating that firms
compensate their NCR-bound former employees at some percentage of their salary for the
duration of their NCRs.82 Such a requirement might reduce the incidence of unnecessary
and therefore inefficient NCR usage, but conversely, might disincentivise workers from
challenging their economically inefficient restraints or finding work in another industry.
Another example is mandating a “prior notice” requirement for new NCRs.*83 This would
ensure that firms cannot hide from workers that they will be required to sign an NCR until
after they commence their employment, a tactic that is correlated with reduced wages,

reduced training, and lower job satisfaction.'84

Second, the empirical evidence is not yet fully clear as to how an income-threshold ban at
the FWA high income threshold would impact business profits and consumer prices. Further
research into US State-level NCR bans involving even higher income thresholds (for
example, the US$150,000 income-threshold ban that DC implemented in 2022)*¢° would
greatly assist in clarifying these points. Third, this paper focuses primarily on the criterion of
real GDP without explicitly considering other important economic and social factors such as
wealth distribution, job security and employee satisfaction levels. Despite these limitations,
an income-threshold ban is a careful and targeted reform that can be justified with far fewer

assumptions in the face of uncertain evidence than a blanket ban.
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